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Pakistan: Key Economic Indicators 
(All Years are Pakistan Fiscal Years [PFY] 
July 1 through June 30) 


Percent 
PFY 84 PFY 85 Change PFY 86 
(Actual) (Prov.) Over PFY84 (Est.) 


Gross National Product(Rs Million) 413,320 465,460 12.6 518, 816 
Population (Millions) 91.88 94.73 31 97.67 
GNP Per Capita (Rupees) 4,498 4,914 9.2 5,312 
Exchange Rate (Year Average) 

(Rupees per US Dollar) 13.48 15.16 1255 15.99 


Annual Real Growth Rates (Percent) 
(PFY 1959-60 Factor Cost) 

Gross National Product 

Gross Domestic Product 

Agriculture 

Manufacturing (incl Mining) 

Services 

Public Admin and Defense 


Sectoral Share in Current GDP (Percent) 
Agriculture 

Manufacturing 

Services 

Public Admin and Defense 


Expenditure and Savings Ratios 

Consumpt ion/GNF 86.9 
Gross Domestic Investment/GNP N/A 
Gross Domestic Savings/GDP ts3 


GDS/Gross Domestic Investment N/A 
Gross National Savings/GNP P38 


Public Finance (Rupees Million) 

Revenue 77,838 
Autonomous Bodies (Net) 1,944 
Expenditures 100,002 117,560 
--Current (71,945) (83,723) 
--Development (28,057) (33,837) 
Overall Deficit -25,147 -37,778 
Financing 25,147 37,778 
--External (Net) 5,001 6,045 
--Domestic NonBank 12,280 12,999 
——-Domestic Banking System 7,866 18,734 
--Disinvestment - - 


90,023 
4,115 
135,852 
(96,452) 
(39,400) 
-41,034 
41,034 
16,885 
19,795 
-20 
2,000 


NUUNE Fh 
“eee 


. 
BWOUONNALANN 


hb 
w 
toeunMNooocoantn 
. ° 


Price Indices (PFY 76=100) 
--Consumer (Year-End) 199.03 213.87 238.88 
--Wholesale (Year-End) 201.38 208.92 226.99 


Balance of Payments (Million Dollars) 
Trade Balance -3,324 -3, 462 
--Exports, F.0.B. 2,669 2,475 
(To U.S.) (242) (262) 
--Imports, F.0.B. -5,993 -5,937 
-(From U.S.) (649) (726) 
Invisibles (Net) 2,293 1,811 
--Of which: Remittances (2,737) (2,446) 
Current Account Balance -1,031 -1,651 
Gross Aid Disbursements 1,176 1,229 
Basic Balance -175 -1,076 114 
Total Reserves (End June) 1,778 691 661 
--(In weeks of Imports) (15.4) (6.1) (5.8) 
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Sources: Annual Report of the State Bank of Pakistan 1984-85, Pakistan 
Monthly Economic Statistics, World Bank and Embassy estimates. 





SUMMARY 


After a year of sluggish growth, Pakistan's economy recovered somewhat in 
Pakistan Fiscal Year 1985 (July 1984 - June 1985). Based on near-record 
growth in agriculture as well as a sharp upturn in industrial production, 
gross domestic product (GDP) expanded by 8.4 percent. This growth in 
production, however, was not translated into higher exports or increased 
public revenues, and the country's balance of payments position deteriorated 
markedly. The Pakistan Government is projecting a 6.5 percent GDP growth 


rate for the current year, and the cotton and wheat crops are likely to 
break all records. 


Pakistan is in the process of rebuilding democratic institutions. Martial 
law -- in effect since 1977 -- was lifted on December 30, 1985, and freely 
elected representatives of the people meeting in federal and provincial 
assemblies are now actively participating in the formulation of government 
policies. Pakistan's capable private sector appears increasingly confident 
about prospects for future political stability. The government, for its 
part, has taken some initial steps to free the private sector from some of 
the regulatory controls which have impeded its efficiency and potential. 


The Pakistan Government has brought the country's banking system into 
compliance with the Islamic prohibition on interest. The new interest-free 
financing modes are being applied flexibly and pragmatically. The final 
impact of Islamization on the financial system and the business community is 


still not fully clear, but we are aware of no important dislocations in 
economic activity. 


Pakistan has sought to correct some of the structural imbalances in its 
economy. Progress has been made, as Pakistan's improved economic 
performance in recent years reflects, but more remains to be done to 
increase domestic resource mobilization, address the growing balance of 
payments deficit, restructure industrial and trade incentives and pricing 
policies, and strengthen institutional support in a number of such key areas 
as agriculture, energy, and industry. 


Prospects for American business in Pakistan are good. The ongoing economic 
expansion indicates that Pakistan will continue to be a growing market for 
U.S. goods and services. U.S. origin products have always been popular with 
Pakistani industry and consumers alike, and it is likely that the United 
States will become Pakistan's premier supplier in the coming year. Foreign 
investment is generally welcome, and several U.S. firms have either 
established themselves or expanded their operations here over the past year. 
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PART ONE: CURRENT ECONOMIC TRENDS AND OUTLOOK 


Pakistan is one of the world's poorer countries, with annual per capita 
income of approximately $330. Population, now almost 98 million, continues 
to grow at more than 3 percent per year. The relative prosperity of the 
industrialized regions around Karachi and Lahore and the rich farming areas 
of the Punjab contrast sharply with semi-arid Baluchistan and the 
mountainous North West Frontier, remote and largely rural provinces now 
accommodating a large Afghan refugee population. 


Pakistan's economy has been expanding at an average rate of 6.3 percent per 
year since the reestablishment of economic stability and increased fiscal 
discipline in 1977. This steadily improving performance was interrupted in 
Pakistan Fiscal Year (PFY) 1984 -- July 1983 to June 1984 -- when GDP growth 
fell to 3.4 percent due in part to a serious downturn in cotton production, 
declining emigrant workers' remittances, and a resurgence of inflationary 
pressures. 


The economy recovered substantially during PFY 1985 (July 1984 - June 

1985). GDP grew by a record 8.4 percent to Rs 428 billion (US $28.2 
billion), while GNP, reflecting a continuing decline in remittances, 
increased by 7.3 percent to Rs 465 billion (US$ 30.7 billion). A record 
cotton harvest and increased production of many other crops led to 
agricultural growth of 9.9 percent compared to a decrease of 6.1 percent the 
year before. Manufacturing, although affected by serious power shortages in 
much of the country, expanded by 8.7 percent. The economy was nonetheless 
unable to translate the rapid growth in domestic production either into 
higher export earnings or increased public revenues, and Pakistan's balance 
of payments and external and domestic debt positions deteriorated 
accordingly over the course of the year. The country's decreasing foreign 
exchange reserves and its growing budget deficits are cause for some concern, 


Pakistan's economy is nonetheless basically healthy, and the government is 
currently predicting growth in real GDP of 6.5 percent for PFY 1985-86. 
Agricultural production is expected to expand by 6.3 percent, while the 
manufacturing/mining sectors should grow by a further 8.7 percent. 
Unfortunately, we foresee continued difficulties with Pakistan's external 
accounts and high budget deficits. Unless corrective measures are taken 
during the remainder of this year to further promote exports, the balance of 
payments will show little improvement over last year's poor performance, and 
foreign exchange reserves are likely to remain at their current worrisome 
level. Without concerted efforts to mobilize additional resources through 
increased taxation and adequate user charges for government provided 
services, and to restrain expenditures and especially subsidies, the 
resulting deficit could require borrowing from the domestic banking sector 
that would increase inflationary pressures. Failure to implement these 
policy decisions could make it increasingly difficult to sustain high rates 
of economic growth over the long run, 





Since the 1979 Soviet invasion of neighboring Afghanistan, the Pakistan 
Government has been at the center of diplomatic efforts to persuade the 
Soviet Union to withdraw its forces from that country. A Pakistan 
determined to resist Soviet political and military pressure, and able to 
give succor to some two and a half million Afghan refugees, is clearly in 
the United States interest. The United States and Pakistan have as a result 
forged a strong bilateral partnership. Underpinning our bilateral 
relationship is an important foreign assistance program valued at $3.2 
billion over a six-year period running through 1987. Negotiations on a 
post-1987 assistance program were recently concluded. The new assistance 
package is valued at $4.02 billion over the six year period beginning in 
1988. 


AGRICULTURE 


Agriculture is a critical element of Pakistan's economy. The sector employs 
a majority of the labor force, earns -- either directly or indirectly -- 
approximately 70 percent of export revenues, and contributes roughly 25 
percent to GDP. Having insufficient rainfall, Pakistan relies on the 
world's largest contiguous irrigation system, fed by the Indus River and its 
tributaries, to grow cotton, wheat, rice, and sugarcane on some 20 million 
hectares of extremely fertile alluvial soil. Pakistan also produces a wide 
variety of fruits and vegetables, as well as corn, pulses, and other 

grains. AS a result of improved government agricultural policies and 
services and generally favorable weather over the past eight years, Pakistan 
has become one of Asia's few net food exporters. Although a poor harvest 
can force Pakistan to import, the country is generally considered 
self-sufficient in rice, wheat, sugar, and many minor crops. 


Following an isolated year of negative agricultural growth due to bad 
weather and pest attacks in 1984, production from Pakistan's farms in PFY 
1985 grew by 9.9 percent, recouping most of the losses sustained the year 
before. Production of Pakistan's most important cash crop, cotton, more 
than doubled to a record 5.93 million bales, due in part to a 23 percent 
increase in yields made possible by good weather and government efforts to 
strengthen support services following the disastrous crop of the year 
before. Rice production, at 3.45 million tons, also broke a record. 
Although sugarcane production was down marginally to 33 million tons, the 
major disappointment was the wheat harvest: a shortage of canal water 
hampered irrigated wheat production while growers in rainfed areas 
experienced severe drought conditions. The harvest, at only 11.7 million 
metric tons, forced Pakistan to import 1.8 million tons of wheat at year 
end. The production of all other major crops -- notably corn, fruits, and 
vegetables -- exceeded average levels. Because oilseeds production was up 
due to the bumper cotton crop, Pakistan was able to reduce somewhat its 75 
percent dependence on imported supplies of edible oil. 


Foreseeing another year of record cotton, wheat, and rice harvests, the 
government is now projecting a further 6.3 percent jump in agricultural 
production in FY 1986. Indeed, the size of Pakistan's cotton crop continues 
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to surprise everyone, and it is likely that record yields will result in 
cotton production of a whopping 7.3 million bales -- and on reduced 
acreage. After two years of disappointing harvests, the wheat crop is also 
expected to attain a record 13 million tons, allowing Pakistan to regain 
self-sufficiency. On the other hand, it appears that sugarcane production 
may drop to 29 million metric tons, the lowest level in six years. A lack 
of water has also affected rice growers, jeopardizing the official 
projection of a record rice crop. 


Most small farmers continue to employ traditional cultivation procedures. 
Average yields remain low by world standards and even by those of 
progressive farmers within Pakistan. With the exception of recent advances 
in cotton, the growth in output of major crops has generally been the result 
of expansion of acreage. Improvements in productivity will be necessary for 
continued agricultural growth because of the diminishing supply of 
uncultivated land as well as the high cost of extending the irrigation 
system. The Pakistan Government hopes to increase productivity by 
rehabilitating the aging irrigation system and improving water management, 
increasing the availability and use of modern inputs and credit, providing 
incentives to farmers willing to grow new high-value crops and those with 
major export potential, improving plant protection efforts, and 
strengthening extension services for small- and medium-sized farms. The 
government's successful efforts to increase cotton production last year 
demonstrate the potential for improving Pakistan's low yields through 
strengthened agricultural support programs. 


MANUFACTURING 


Since independence in 1947, successive governments have made attempts to 
transform Pakistan from an agrarian nation into an industrial one. A fairly 
broad industrial base has now been created, producing a wide range of 
products for a burgeoning domestic market, for further processing, or for 
the production process itself. The industrial sector contributes 
approximately 21 percent to GDP; it has also become increasingly important 
to the country's export potential. The most important single industry is 
cotton textile manufacturing, accounting for 17 percent of value-added in 
industry and employing the greatest number of industrial workers. Its 
relative importance has declined, however, as aging plants have failed to 
keep up with technological innovations elsewhere. Pakistan also has 
important food processing, chemicals, pharmaceuticals, petroleum refining, 


steel, machinery and transport equipment, tire, fertilizer and cement 
industries. 


Pakistan's manufacturing sector grew by 8.7 percent in PFY 1985. Growth 
might have been faster were it not for production losses caused by 
load-shedding (electricity cutbacks and brownouts) due to insufficient power 
generation capacity in most parts of the country. Although production of 
cotton textiles was hard hit by the previous year's disastrous cotton crop-- 
output of cotton cloth declined by 3.1 percent, and yarn by 8.4 percent-- 
production of most all other major industrial products was up in 1985, 





often by significant amounts: vegetable oil (ghee) by 8 percent, cement by 
5 percent, soda ash by 14 percent, steel products by 16 percent due to the 
completion of Pakistan Steel, refined sugar by 18 percent, tires by 8 
percent, and paper by 17 percent. Fertilizer production decreased 9 
percent, however, largely because of high existing stocks. Due to the 
acceleration of oil and gas exploration, growth in the mining sector was 
14.7 percent. 


Industrial output is again expected to expand by 8.7 percent during the 
coming year, though the continued likelihood of power cuts and blackouts in 
most areas of the country makes this target somewhat problematic. 
Fortunately, the nation's major industrial center, Karachi, continues to 
operate without serious power restrictions. 


Government policies have made a substantial contribution to the recovery of 
the industrial sector in recent years, although the government still favors 
a mixed economy. In contrast to the 1970s, when banks and many large-scale 
industrial plants were nationalized, the private sector has been assigned 
the task of fueling economic growth through new industrial investment. New 
public sector investment has been limited, and the government has just 
announced it will sell off substantial blocks of shares in selected 
state-owned industries. Safeguards have been established against further 
nationalizations, investment sanctioning (approval) procedures have been 
streamlined, and recent import liberalization measures have improved the 
availability of imported raw material and capital goods to the industrial 
sector. A national deregulation commission has begun to study progressive 
government deregulation of industrial activity, including further decontrol 
of the investment sanctioning process, gradual elimination of cost-plus 
pricing, dismantling of price controls on wheat, private sector 
participation in the domestic and export trade of cotton, decontrol of 
vegetable ghee and fertilizers, establishment of private banking, 
privatization of power distribution, and establishment of an autonomous 
telephone and telegraph system. These government policies, when 
implemented, will further restore private sector confidence. 


At present, Pakistan's economy remains in our view somewhat too regulated. 
Various government controls reduce competition, and because they 
occasionally preempt market and price signals, can lead to inefficiencies. 
While some real progress has indeed been made in reducing the government's 
role -- most recently in the cement and cottonseed oil sectors -- more needs 
to be done. While industrial expansion has contributed significantly to 
overall economic growth, efforts still need to be made to enhance industry's 
contribution to export growth and to the creation of jobs. The high level 
of industrial protection and a longstanding bias in favor of import 
substitution in the investment incentive and domestic pricing structures 
have made production for the internal market more attractive than production 
for export. This has led to a misallocation of resources and has encouraged 
inefficient industries. Although deregulation will necessarily be a slow 
process and one not universally welcomed, it is hoped that some of the 
recommendations of the Deregulation Commission will be implemented through 
the government's June 1986 budget. 





Pakistan's state-owned manufacturing sector is important not so much because 
of its size -- it is estimated to account for only about 15 percent of 
industrial value-added -- but because of the dominant role it plays ina 
number of key industrial subsectors: cement, fertilizers, vegetable oil, 
chemicals, petroleum, steel, motor vehicles and heavy engineering. Although 
public enterprises lack autonomy and are burdened by inappropriate 
production structures, corporate performance is now substantially better 
than it was during the late 1970s. Improved performance is due to increased 
delegation of authority in decision-making on personnel matters and 
investments, as weil as the introduction of a more competitive and flexible 
Salary system. 


Small-scale and cottage industries produce about 27 percent of the value 
added in industry, but probably employ 80 to 85 percent of the industrial 
workforce, They also play an important economic role, providing a wide 
range of consumer goods at affordable prices using primarily local 
materials. They are widely dispersed geographically, exhibit a relatively 
high level of efficiency, and promote improved income distribution. 
Exclusively in private hands, the small-scale sector grew by 1l percent in 
PFY 1985. Small-scale processors can be a major source of foreign exchange, 
but many of these businessmen have quality control difficulties and further 
suffer from insufficient access to foreign markets and imported inputs. The 
small-scale sector has been a major exporter in recent years. 


ENERGY 


Pakistan's principal commercially exploitable energy resources are 


hydroelectric power and natural gas, followed by oil and coal. The country 
also has non-traditional (solar, wind, and biomass) energy resources, 
Prospects for development of domestic energy are considerable as most of the 
country's energy resources are yet to be fully exploited. Government 
efforts to reduce the gap between energy supply and demand continue, but 
Significant improvement during the 1980s is unlikely. 


Total primary energy consumption in Pakistan is currently estimated at 24.6 
million tons of oil equivalent. Of this, two-thirds are met by commercial 
energy resources and one third by non-commercial resources like firewood, 
charcoal and dung. Pakistan depended on imported energy resources -- mostly 
crude oil and product, and some coal -- for 36 percent of total commercial 
energy supply last year. 


Natural gas is Pakistan's main commercially exploitable energy resource and 
presently accounts for 34 percent of commercial energy supply. Production 
in 1985 was approximately 16,000 tons per day of oil equivalent, and the 
government is currently projecting a further increase of 9.5 percent by June 
1986. Total remaining reserves are currently estimated to be about 15.3 
trillion cubic feet. During PFY 1985, the government's Oil and Gas 
Development Corporation and five private sector companies active in Pakistan 
spudded-in a record 45 exploratory and development wells. This resulted in 
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the discovery of eight new gas fields, five of which also contain oil. In 
the past, the government's gas producer pricing policy for new discoveries 
did not provide sufficient incentives to attract private sector exploration 
and development. The price of natural gas was kept below its economic cost 
to encourage the substitution of domestic gas for imported oil, thereby 
cushioning the economy from the effects of rising world oil prices. Now, 
Supported by a World Bank energy sector loan, the government is committed to 
increase the price for gas discovered in new concessions. This is helping 
to attract new ventures in gas exploration, without which serious gas 
shortages are likely to continue through the remainder of the decade and 
beyond. 


Crude oil imports and domestic production meet about 38 percent of 
Pakistan's energy requirements. Oil consumption totals some 140,000 b/d at 
present, with about 40,000 b/d produced domestically. As a result of new 
exploration, domestic oil production is likely to increase to an average 
level of 45,000 bpd by June 1986. New discoveries at Dhurnal (in the North) 
and Badin (in the South) over time could significantly reduce Pakistan's oil 
import bill. About 80,000 barrels per day of crude and 30,000 barrels of 
product were imported in PFY 1985 at a cost of $950 million, equivalent to 
16 percent of total imports and 38 percent of total export earnings. 


Pakistan's hydropower potential is estimated at 30,000 megawatts; present 
capacity is 5,400 MW--less than 20 percent of realizable potential. Hydro 
provides 19.4 percent of Pakistan's energy needs. Because power generation 
in Pakistan relies heavily on hydro, many parts of the country experience 
power cutbacks and blackouts when water flow is curtailed due to inadequate 
rains or snowmelt. The development of generation capacity has not kept up 


with demand and the shortfall has increased in recent years. Investment in 
the power sector is projected to increase generating capacity to about 
10335MW by June 1990, but due to increasing demand, power shortages will 
continue over this next decade. 


Pakistan has large coal deposits which now meet about 7 percent of the 
national requirement for energy. Pakistan's coal production has expanded 
less rapidly than other sources of energy and currently supplies a lower 
proportion of total domestic energy than it did twenty years ago. Coal 
reserves are estimated at 1.18 billion tons; production of 1.4 million tons 
of coal annually for a 300 megawatt power generation station at Lakhra and 
Jamshoro in northern Sind.is a major project to be financed by various 
donors, 


The government is continuing its energy conservation and load management 
efforts. In addition to increases in energy prices, the government has 
taken measures designed to promote energy conservation, to accelerate the 
development of domestic energy resources, to rationalize energy prices, and 
to improve policy formulation and energy planning capabilities. It is 
nonetheless likely that energy shortages and blackouts will persist through 
the late 1980s. 





PUBLIC FINANCE, MONEY AND PRICES 


Pakistan's federal budget deficit increased 50 percent to Rs 37.8 billion 
(US$2.5 billion) in PFY 1985, equivalent to 8.1 percent of GNP. The higher 
deficit was due by and large to a Rs 3.2 billion shortfall in tax revenues 
and an unanticipated increase of Rs 7.1 billion in current expenditures, 
almost 85 percent of which represented outlays for defense -- in large part 
because of the continuing Soviet presence in neighboring Afghanistan -- and 
subsidies. As a result, the government was forced to borrow Rs 18.7 billion 
from the domestic banking system to cover that part of the gap not financed 
by foreign assistance or small savers schemes. Domestic bank borrowing for 
budgetary support increased to 4 percent of GNP in 1984-85, more than three 
times higher than the budgeted target. 


A striking feature of Pakistan's improved economic performance over the last 
five years has been the low growth of investment, especially in the public 
sector, suggesting that the rapid increases in output have been achieved in 
part by running down the country's capital base. To sustain growth over the 
long run, major capital expenditures, both by the private sector and the 
government, must be undertaken to upgrade existing facilities and expand 
infrastructure development in key sectors. Public investment, however, has 
been constrained by the government's reluctance to adopt measures which 
would either broaden the base for taxation or make taxation more 
income-elastic. Indirect taxes are currently the principal sources of 
government revenue; taxes on foreign trade accounted for 43 percent of total 
taxes in PFY 1985. Direct taxes on individuals and business supplied only 
18 percent of total tax revenue, due to the limited base on which they are 
imposed. Agricultural-based income, accounting for one-third of GNP, is 
exempt from income tax. Considering that almost 40 percent of agricultural 
land in Pakistan is owned by large farmers, and given the existing income 


tax rate structure, a tax on agricultural income should increase direct tax 
revenues markedly. 


The Pakistan Government has established a national taxation commission to 
formulate programs for improving public sector resource mobilization and 
establish the basis for a comprehensive tariff reform program. Although 
reform of indirect taxation through the institution of a broad-based sales 
tax is evidently under consideration, greater reliance on user charges, 
curtailment of subsidies, and increased self-financing of investment by 
public sector enterprises are also seen as necessary. Unless such measures 
are adopted, Pakistan is likely to face a serious weakening of its budgetary 
position in 1987 and beyond. Such measures will be difficult to introduce 
in view of a National Assembly opposed to large-scale tax reform. 


About 38 percent of Pakistan's total PFY 1986 budget and 54 percent of 
current expenditure is devoted to defense and interest payments on 
accumulated debt. Subsidies on wheat, edible oils, fertilizer, and various 
exports also impose a heavy burden. Only 7.1 percent of the federal 
government's current expenditure goes to the provision of economic and 
social services, a level already very low in comparison to needs. The PFY 
1986 development program calls for Rs 37.8 billion worth of investment 
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through the federal budget, with power generation projects receiving a 
quarter of the total, followed by transportation (both rail and road), water 
(irrigation and desalinization), and fuels development. Education projects 
will also receive substantial funding, largely through the various 
provincial budgets. Additional emphasis will be placed on reducing the 


disparities between the more-developed and the less-developed parts of the 
country. 


The government currently projects limiting bank borrowing for deficit 
financing purposes to no more than 1.2 percent of GNP in the coming year. 
In order to finance the PFY 1986 budget's six percent increase in current 
expenditures and a 23 percent boost in development outlays, the government 
has relied on substantial borrowing from the public through three new 
national savings schemes, as well as the sale of Rs 2 billion worth of 
shares in state-owned enterprises. One of the most notable facets of the 
current budget is the Special National Fund Bond campaign, a vehicle by 
which the government attracted into the open Rs 13.7 billion in hidden or 
"black" resources. However, continued or growing government reliance on 
private savings to finance public expenditure will raise the debt-service 
burden and could begin to crowd out private sector expansion. On the other 
hand, decreased income tax revenues due to lowered tax rates, as well as 
falling customs revenues, have resulted in an overall estimated revenue 
shortfall of some Rs 7 billion at the end of the first half of the budget 
year. It is thus likely that unless additional revenue measures are 
adopted, or expenditures cut back, the overall deficit could exceed last 
year's level, and the government will be unable to meet its objective of 
limiting domestic bank financing. Reductions in subsidies, particularly in 
response to the recommendations of the national deregulation commission, 
probably offer the greatest potential for containing the deficit. 


In spite of the large amount of deficit financing through the banking system 
last year, monetary expansion was contained at 11.8 percent, only slightly 
higher than the government target of 1l percent. Excessive liquidity growth 
was avoided by the simultaneous contraction of foreign exchange reserves. 
Inflation as measured by the consumer price index was 7.4 percent, lower 
than the previous year. Although the strong recovery in agricultural 
production also helped ease inflationary pressures, the CPI was aggravated 
by high international prices for tea and edible oil, continuing pressure on 
wheat prices because of the domestic production shortfall, and high domestic 
prices for cloth and garments due to the cotton shortage of the year before. 
In 1986, domestic liquidity is targeted to grow by 10 percent compared with 
an increase in nominal GDP of 14 percent. This target is attainable 
provided the government does not resort to deficit financing through 
large-scale bank borrowing. Since some bank borrowing now appears very 
likely, it will be difficult to meet the government's target for monetary 


expansion, possibly leading to some increase in inflationary pressures by 
the end of PFY 1986. 


BALANCE OF PAYMENTS 


Pakistan's balance of payments position has deteriorated markedly since the 
beginning of PFY 1984. The country's foreign exchange difficulties 
originated two years ago when a poor cotton crop and rising prices 
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for several non-discretionary imports caused a serious downturn in the trade 
balance. In PFY 1985, export earnings declined by 7.3 percent; for the 
first time, workers' remittances also fell by 10.6 percent. The current 
account deficit grew from $1 billion to $1.6 billion, equivalent to 5.2 
percent of GNP. Although 1985 gross disbursements of official assistance 
increased 4.5 percent, the overall deficit rose to more than $1 billion, and 
reserves were drawn down to just under $700 million, representing only 6 
weeks of imports. 


A disappointing feature of Pakistan's economic performance last year, as 
reflected in the figures above, was the inability to translate higher 
economic growth into increased exports. Pakistan's major commodity exports 
-- cotton and rice -- suffered the effects of lower prices and lower volumes 
simultaneously. Unfortunately, a good 1985 cotton crop coincided with 
falling world prices, preventing Pakistan from realizing its full export 
earnings potential At the same time, manufactured exports also lost ground: 
the cotton shortfall of the previous year and increased protectionism in 
major industrial country markets reduced exports of textiles. Manufactured 
exports were also affected by the overvaluation of the rupee, which has 
decreased Pakistan's competitiveness in world markets. 


In spite of last year's decline, workers' remittances, at $2.4 billion, 
continued to be an important source of foreign exchange for Pakistan. The 
decline is tied to the slowdown in economic activity in the Middle East as a 
result of falling oil prices, but it is also likely that the relative 
appreciation of the rupee has further discouraged the flow of remittances 
through official channels. Pakistan has an informal but highly organized 
mechanism -- the Hundi market -- for the transfer of remittances which 
bypass official balance of payments flows. When the exchange rate is 


distorted, these informal markets become more active, diverting foreign 


exchange flows that would normally be channeled through Pakistan's balance 
of payments. 


The government is now projecting a modest improvement in the balance of 
payments during 1985-86. Based on increased earnings from both commodity 
and manufactured exports and no further decrease in remittance inflows, the 
current account deficit is expected to shrink to $1.4 billion. Foreign 
exchange reserves may then decrease only slightly compared to a drop of more 
than $1 billion in 1985. Exports are expected to grow by 19 percent with 
fairly rapid growth in all categories, but commodity exports will continue 
to be hurt by falling world prices, and it will be difficult to sustain 
growth in manufactured exports in the absence of exchange rate adjustments 
as noted above. Primarily due to increased domestic production of 
hydrocarbons and to falling world prices for tea and edible oil, the import 
bill is expected to grow only slightly. 


ISLAMIZATION 


In its desire to bring the domestic banking and financial system into line 
with Islamic precepts, the Government of Pakistan recently eliminated the 
concept of interest from all but a few domestic financial transactions. The 
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final abolishment of interest-bearing or interest-paying financial 
instruments, except for those issued by the government itself, took place on 
July 1, 1985. All foreign exchange transactions within the country will 
continue to be on an interest-bearing or paying basis, however, as will any 
foreign transaction. Banks are no longer able to accept interest-bearing 
deposits; depositors henceforth share in the profits and losses of the 
financial institution holding their funds. All financing provided by 
domestic banks to individuals or corporations must now be extended in 
accordance with one of several interest-free modes of financing approved by 
the State Bank of Pakistan. Among the most important of the permissible 
Islamic modes of financing are (1) mark-up (in which a financial institution 
purchases and then resells a good or a service to a client at a price over 
original cost); (2) leasing or hire-purchase operations; (3) musharika (in 
which the lender takes part of the financial risk and shares a predetermined 
percentage of the return on the promoter's investment); (4) modaraba (in 
which funds are raised directly from the public as a fixed term debenture 
but with dividends varying with the profitability of the borrower); and (5) 
participation term certificates (another form of Islamic debenture). At 
this time, most financing is being done on a mark-up basis. 


The new system has been operating for only seven months and while banking 
practice in Pakistan has been radically altered, there has been little or no 
apparent dislocation of economic activity. United States banks operating in 
Pakistan, while somewhat restricted by U.S. banking regulations regarding 
the types of operations they may conduct under Islamic banking, believe that 
they can continue to be profitable under an Islamic system. The Government 
of Pakistan has taken steps to minimize disruption to the business sector; 
in particular, we should shortly see new commercial courts to hear default 
cases and, if need be, to provide monetary remedies to banks which are 
prohibited from assessing additional finance charges for late repayments. 
Other modifications have been made in corporate and banking law to safeguard 
the management autonomy and interests of firms which, in order to obtain 
loans, must enter into a limited partnership with the lender. 


PART TWO: IMPLICATIONS FOR THE UNITED STATES 


Although some elements of Pakistan's economy--the balance of payments in 
particular--continue to be under strain, the economy is basically healthy. 
The 8.4 percent growth in GDP last year--and the Government's current 
projections for another good year in PFY 1986--would indicate that Pakistan 
will remain an expanding market for imported machinery, industrial raw 
materials, and consumer goods. 


Pakistan receives large amounts of U.S. economic and military assistance, 
most of which is tied to procurement of U.S. origin goods and services. The 
$3.2 billion, six-year package is divided roughly equally between economic 
and military aid. The §1.625 billion in economic aid (two-thirds grant and 
one-third concessional loans) takes a development-oriented approach with 
emphasis on providing balance of payments support. This is reflected in the 
considerable commodity component--to finance U.S. imports of PL-480 edible 
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oil, wheat, phosphatic fertilizer, agricultural and energy equipment, 
insecticides and contraceptives. The focus of the projects corresponds with 
the Pakistan Government's priority on development of the agriculture, energy 
and social services sectors. The military assistance package is composed of 
§1.575 billion in Foreign Military Sales (FMS) guaranteed credits to be 
extended over five years beginning in PFY 83. Through this and previous 
military assistance programs, the Pakistani armed services have become 
familiar with U.S. military equipment. In addition to purchases under FMS, 
there are opportunities for American companies to make cash sales of defense 
and defense-related equipment, including road-building and transport 
equipment, communication systems, radars, and bridges. 


Despite a strong dollar, the United States was Pakistan's second biggest 
Supplier after Japan in 1985, with a market share of 12 percent. As the 
dollar is now depreciating against the currency of Pakistan's other major 
suppliers, it is likely that the United States will move into first place in 
PFY 1986. American exporters can successfully exploit their advantages in 
this expanding market by taking a personalized approach in handling trade 
and investment inquiries, by making personal visits, and by giving greater 
Support to their local agents or distributors. The United States has been a 
major supplier of agricultural products, especially wheat, edible oil, and 
tallow. Other major exports have been chemicals, fertilizers, industrial 
raw materials, machinery and transport equipment. New prospects for U.S. 
exports are arising as Pakistan seeks to develop its infrastructure and to 
foster import substitution and export-oriented industries. Good 
Opportunities exist for sales of agricultural machinery and implements, 
vegetable oil, tallow, soybean meal, phosphatic fertilizer, food processing 
and packaging equipment, chemical and petrochemical industry equipment, 
railroad equipment, electric power generation, transmission and distribution 
equipment, textile and leather machinery and equipment, telecommunications 
equipment, oil and gas field machinery, process control instrumentation, 
mining and extraction machinery, earthmoving and construction machinery, 
electronic industry production and testing equipment, analytical and 
scientific instruments, motor vehicles and equipment, hospital and health 
care industry equipment, and computers and peripheral equipment, including 
mini-computers and word processors. Services are another area of sales 
Opportunity for American firms, including airport construction, energy, 
communications and transportation project design, and engineering. 


In spite of the numerous opportunities listed above, Pakistan's restrictive 
import policies on many product categories, high tariffs and taxes, and 
limits on technical assistance fees and royalty payments can impede 
successful large-scale market penetration and competitiveness for certain 
U.S. products and exporters. U.S. firms interested in a substantial market 
share might prefer to consider local direct investment or joint venture 
partnership. The Government of Pakistan welcomes foreign private investment 
especially in industrial projects involving advanced technology and heavy 
capital outlays like engineering, basic chemicals, petrochemicals, 
electronics, and other capital goods industries. Foreign investment in 
agro-industry, downstream steel products, engineering goods and electronics 
is also sought, but new investment in some service areas -- especially 
insurance, banking, and consulting -- is discouraged. In reviewing project 
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proposals for joint ventures, the Government of Pakistan seeks to authorize 
projects which: (a) serve overall national objectives; (b) contribute to the 
development of capital, technical, and managerial know-how; (c) lead to the 
discovery, mobilization, or better utilization of national resources; (4d) 
strengthen the balance of payments; and (e) result in substantially 
increased employment opportunities in Pakistan. The government particularly 
encourages foreign private investment in the form of joint equity 
participation with local investors. There is no shortage of Pakistani 
companies interested in forming joint ventures with American partners, but 
it does behoove the American investor to exercise caution in his choice of a 
joint venture partner. 


The Foreign Private Investment (Promotion and Protection) Act of 1976 
provides security against expropriation and adequate compensation for 
acquisitions. The Act also guarantees to foreign investors the right to 
repatriate funds up to the amount of the original investment, profits, and 
any additional amount resulting from re-invested profits or appreciation of 
the capital investment. Foreign nationals employed in industrial 
undertakings having foreign private investment may make remittances of their 
monthly salaries or (at the end of their tenure) of their accrued savings. 
National treatment with respect to laws, rules and regulations relating to 
importation and exportation of goods is provided. In addition, the 
U.S.-Pakistan Treaty of Friendship and Commerce provides for national 
treatment of U.S. businessmen in other areas. Also in force between the 


United States and Pakistan is a treaty which provides for the avoidance of 
double taxation. 


At present, U.S. direct private investment in Pakistan -- estimated at $109 


million -- is concentrated in production of fertilizers and 
pharmaceuticals. Joint venture opportunities exist between U.S. and 
Pakistani firms, especially in the manufacture of surgical equipment, 
sporting goods, chemicals, automobile parts, and in fisheries, mining, and 
the livestock/dairy industry. U.S. companies are involved in oil 
exploration and production in Pakistan; others have shown interest in both 
onshore and offshore concessions. Four major American banks have branches 
in Karachi, Lahore, and Islamabad/Rawalpindi. Pakistan also looks to the 
United States as an important export market. American retailers find 
Pakistani textiles, apparel, sporting goods, and leather products 
particularly attractive. Quota restraints exist, however. Bilateral trade 


in textiles is governed by the current Pakistan-U.S. Textile Agreement which 
was Signed in 1983. 


The United States Department of State and the Department of Commerce's 
Foreign Commercial Service maintain four posts in Pakistan, any of which can 
provide more details on the local economic, business or investment climate. 
Visiting businessmen are particularly welcome at the offices of the American 
Consulate General, located at 8, Abdullah Haroon Road in Karachi, Pakistan's 
commercial and financial capital. The Consulate General telephone is 
515081, telex 82-02-611. Business visitors are also welcome at the American 
Embassy, Diplomatic Enclave, Islamabad, telephone 826161, telex 952-05-864; 
at the American Consulate General in Lahore at 50 Zafar Ali Road, Gulberg V, 
telephone 870221; or at the American Consulate in Peshawar at 11 Hospital 
Road, telephone 79801. Please note that the workweek in Pakistan begins on 
Sunday. The weekend is Friday and Saturday. 











